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Notes for FOMC Mesting
July 9, 1980
Since the May 20 meeting of the FOMC, the dollar has come under sporadic
bursts of selling pressure. On balance dollar rates have declined by 3 percent against the
German mark, 4 percent against the Swiss franc, by 2 percent against the pound sterling
and 2 percent against the Japanese yen. Against the EMS currencies and the Swiss franc
the decline would have been much greater except for our intervention. During the period
the Desk sold a total of $1.8 billion of German marks of which $1 billion was for Federal
Reserve account and the rest for the Treasury. Swap drawings by the Federal Reserve on
the Bundesbank increased by $734 million, to $1,065 million. In addition, we sold $187
million of Swiss francs, of which $141 million was for the System and entailed drawings
on the swap line in the amount of $11 million equivalent. Since the German mark is low
within the EM S currency band, we supplemented our operation in marks by selling also
the currency whichwas at the top of the bard, the French franc. Sales of French francs
amounted to $53 million, and we increased our swap debt to the Bank of France by that
amount to $127 million. In sum, Federa Reserve swap debt, al incurred since the turn in
interest rates in April, now amounts to $1,203.5 million equivalent. Selling pressure on
the dollar has been particularly strong on recent days; market participants widely expect
that the pressure will continue and perhaps intensify over the weeks ahead. To market
participants we talk to, our operations are again being perceived increasingly as an effort
to prop up the dollar rather than ssimply to smooth out fluctuations or to restore good two-
way trading. Itis precisely in such an environment that intervention rapidly loses its

effectiveness.



The market remains extremely sensitive to interest differentials; through much
of the period, short-term interest rates in the U.S. and the euro-dollar market have
fluctuated at about the same levels and occasionally below interest rates in comparable
instruments in Germany and in the Euro- mark market. Thisis arelationship which is
considered unfavorable by market participants in view of the wide difference in inflation
rates which remains between the two counties and which is expected to remain evenas
our own inflation rate may abate somewhat as the result of the recession here. Large
amounts of funds have flowed into Germany, for longer-term investments as well as
short-term; the German authorities have been quite receptive to those flows, particularly
from major OPEC investors, in view of the need for Germany to finance its own
substantial current account deficit thisyear. In addition, U.S. interest rates are currently
below ratesin all other major countries, with the exception of Switzerland. The pound
sterling in particular has benefited from interest-sensitive inflows, but so have the French
franc and the Japanese yen. The recent rise of the Swiss franc shows that speculative
flows out of the dollar, simply on the expectation that the franc will appreciate against the
dollar, are emerging once again.

Economic activity is no longer quite so buoyant in most other countries,
although for the moment only the U.K. may be in a clear downturn. Some central banks
have begun to cut their interest rates, such as the Dutch and the Belgians, and last week
the Bank of England’s minimum lerding rate was reduced from 17 to 16 percent. But the
German Bundesbank has not budged an inch, despite several indications of slower
growth for the German economy. Indeed, the Bundesbank even allowed the Frankfurt

money market to tighten up in lat June and early July and although some liquidity has



since been pumped into the market, there is little expectation in the market that the
Bundesbank is likely to ease up at least until thefal. In public pronouncements,
Bundesbank officials have sought to encourage that expectation. Long-term ratesin
Germany have declined but thisis widely interpreted as a sign that inflationary
expectations in Germany are receding and that D- mark bonds have been attractive to
OPEC and other international investors.

Interest rate comparisons are not the only concern of the market. Traders of
course recognize that as the U.S. economy contracts sharply, inflation is likely to abate
somewhat and that substantial improvement is possible in our trade and current account
position. There are some private forecasts of a current account surplus for later this year
and in 1981. But exchange market participants remain aert to any evidence that the U.S.
authorities may be easing up on their resolve to combat inflation or are in any way
distracted from their anti-inflation efforts because of the recession or becauseitisan
election year. Consequently, the heaviest selling pressures on the dollar during the period
erupted, first, after the partial relaxation in the Federal Reserve' s specia credit restraints
inlate May and, then,  the announcement of the phasing out of those restraints last
week. Market participants had no particular love for that program, to the extent that one
provision or another was a constraint on their own actionsindividually. But the program
has been a symbol of the resolve of the U.S. authorities to go to drastic lengths to deal
with inflationary expectations and once that symbol had been removed, questions
immediately emerged whether that resolve remains as firm as it had been.

In addition, the phasing out of the special restraint program was announced at a

time when tax-cut fever seemed to have gripped American politicians. Market



participants, particularly Europeans, are worried that the Administration can no longer
hold the line on fiscal restraint and that, with a recession developing during the election
year, the Federal Reserve will aso be subjected to intense pressure to ease monetary
policy. Elsewhere, no one is questioning the resolve of the German authorities to fight
inflation, or the Swiss authorities, or for the moment the British or the French authorities.
The Japanese look like they may emerge with a strong government after the recent
election, in which the fight against inflation was a major promise by leaders of the ruling
party.

With market psychology becoming so adverse for the dollar, we have faced the
risk that any significant selling pressure on the dollar could cumulate quickly. The
position of us at the Desk, and of our counterparts at the Bundesbank, has been to
coordinate our intervention closely so asto blunt the force of selling pressure early rather
than let it build up a head of steam. The occasional but temporary firming up of U.S.
interest rates, transmitted on to the Euro-markets, has also helped avoid the buildup of
speculative positions.

Nevertheless, we have not had the luxury of a buoyant dollar in several
months, and our margin for maneuver has dwindled. The dollar is now some 2 percent
away from its historical lows against the mark, and in view of the many chartists in the
exchange market these days, we could easily have an escalation of selling should the
dollar fall to new record lows. We are beginning to dig more deeply into our intervention
resources. Bundesbank officials are beginning to show that they would be reluctant to
join usin continued sizable operations. The mark is one of the lowest currenciesin the

EMS, so the Bundesbank cannot act aggressively in the exchanges as a supplier of marks



even if they decided to. The market is beginning to talk of a new realignment in the EMS
in September to take account of inflationary differentials since the last realignment last
fall, which means that we could face added strains on the exchange market, and on the

dollar, asaresult of a buildup of speculative positions among European currencies.



Report to
Federal Open Market Committee
July 9, 1980

Paul Meek
Monetary Advisor

In pursuing reserve objectives consistent with the monetary growth desired by the
Committee, the Desk encountered for a time monetary weakness akin to that experienced
in the previous intermeeting period, but as June unfolded, both M-1A and M-1B
strengthened to achieve about the minimum growth desired while M2 continued to run
well above its growth objective. As a conseguence, the Desk pursued resesve objectives
above the minimum levels implied by the Committee’s objectives with the exception of a
single week when the minimum reserve paths were in force.

Both total and nonborrowed reserves came in close to desired levels in the ﬁfst
4-week subperiod and appear to be on target for the final three weeks. ‘Adjustmcnt
borrowing, after a one-day bulge in the first week, has been minimal, averaging about
$75 million, angi has been unaffected by the reduction in the .discount rate from 130 11
percent in two stages. The Federal funds rate, which averaged 10 % percent in the v?eek
of the last meeting, came down quickly to the 9 V2 percent working floor established at
that time. The rate came off further to the 9 percent area once the 8 2 percent lower limat
became effective following the June 5 telephone consultation. More recently, the rate has
been trading more around 9 Va to 9 V2 percent.

Since the Desk’s reserve targets were consistent with frictional levels of
adjustment borrowing throughout the interval, the lower end of the Committee’s effective

Federal funds rate range came into play on several occasions. In the early days of the
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period, the Desk had to mop up reserves quite visibly, notably when the initial relaxation
of the credit restraint program was followed by a drop in the rate well below the 9 14
percent lower limit then prevailing. Then, following the June 5 consultation, the Desk
intervened again to absorb reserves when the rate dropped below 8 ¥z percent. A
conditioning factor at the time was the downward pressure the dollar encountered in the
foreign exchange market. A weak dollar was even more important after the second
discount rate cut to 11 percent on Junel2, when the Desk intervened early to mop up
reserves when Federal funds again traded below 8 12 percent despite a sizable projected
reserve need. More recently, with the dollar weak in the exchange markets after
termination of the credit restraint program, we intervened yesterday to absorb reserves in
the market even with the Federal funds rate a bit above the bottom end of the range.
Qutright operations during the period included purchases of not quite $900 million of
Treasury coupon se.cun'ties in the market and of aboﬁt $500 million bills from foreign
accounts.

After declining sharply before the last meeting, yields on debt instruments
continued to fall through about mid-June, but have since retraced a portion of their earlief
post-meeting declines. Looking back over the entire episode since early April, one is
impressed by the extent to which the coincident slowdown in the economy and the
decline in key monetary measures in April-May galvanized both investors and 1ssuers of
securities into action. The rush to commit funds was so pervasive that the markets for
corporate and munictpal debt absorbed a record $35 billion new issues during the second
quarter, while the Treasury and Federally sponsored agencies raised net new cash of $8

billion. Even after the recent backup of long-term taxable yields, yields on long-term



Treasuries (at about 10.30 percent} and on Aaa-rated telephone utilities (at about 11.30
percent) were 2 V2 to 3 percentage points below their peaks.

In this longer perspective, the recent backup in yields reflects a reappraisal, whose
likely duration is being debated by market participants. Investors have turned notably
caotious. The very size of portfolio acquisitions in the quarter significantly reduced the
urgency of making further additions. The rebound in the monetary aggregates in June
has suggested to many analysts that the Federal Reserve might not have to press reserves
as aggressively on the banking system to achieve ifs annual monetary goals as they had
thought earlier. Long-term investors also are concerned that a sizable Federal tax cut in
1981 could well increase the budget deficit to a range of $50 to $80 billion in fiscal 1981
and reduce the gains to be expected in reducing inflation. Analysts also have been
increasing their estimates of the Treasury’s near-term cash needs and note that the cut in
reserve requirements will result in sizable System sales of securities.

Underwriters and dealers with sizable trading positions responded quickly to the
shift in customer mood in mid-June. Their outright sales and hedging actions led to a
rapid rise of 70 to 80 basis points in long-term taxable yields, albeit they remain 50 basis
points or so below May 19 levels. The Federal Reserve’s announcement last Thursday of
the dismantling of the March 14 credit restraint package initially buoyed the hopes of
market professionals that interest rates wil} still work irregularly lower, but concern about
Treasury financing and the dollar have tempered that view. Investors are still not
exhibiting much interest, remaining concerned that signals from the monetary aggregates
and the real economy will be more mixed in the future than through most of the second

quarter.



Short-term interest rates fell quite sharply through mid-June, but then backed up
considerably as Federal funds and RP rates rose rather than continuing to fall as many
had expected. Rates on three-month Treasury bills, which were around 9 percent at the
time of the May meeting, fell below 6 ¥2 percent in mid-June, partly because of
anticipated reinvestment dernand and sizable foreign account buying. But demand
proved disappointing and rates adjusted back to around 8 percent when financing costs
exceeded rates of return by a sizable margin. In Monday’s auction, rates of the three- and
six-month bills were set at 8.21 and 8.11 percent, respectively, still down 74 and 81 basis
points from the rates set just before the last meeting.

Increased Treasury financing needs resulting from the recession have already
meant that the Treasury has raised more cash in the recent period than in the
corresponding period a year ago. Looking ahead, the Treasury had estimated its third-
quarter needs at $11 to $14 billion before the May qumerly financing. It now expects
them 10 be above $20 billion and market estimates range from $18 to $25 billion.
Fortunately, the debt ceiling was finally raised to $925 billion on June 27, so the Treasury
will not face the need to re-schedule auctions as it did when temporary extensions of the
existing ceiling beyond May 30 played hob with orderly marketing of debt. Even now,
however, the Treasury may not be able to get additional bond issuing authority in time for
the August financing. The amount of long-term bonds that can be sold may only be
about $1.5 billion, whereas $2 billion or more would be typical. We had given some
thought to the possibility of additional coupon purchases to help give the Treasury an
incidental assist to the extent we purchased securities 1ssued under present authority. But

the reduction in reserve requirements in the July 30 week now makes that unlikely.



In view of the substantia] cut in requirements, I would think it prudent for the
Committee to increase the leeway for change in the portfolio between meetings to $4

billion from the usual 33 billion.



JAMES .. KICHLINE
July 8, 1980

FOMC CHART SHOW-—INTROQDUCTION

During our presentations this morning we wlll be referring to the
package of chart materlals distributed to you. The first chart in the
packapge displays the principal assumptions that have been emploved in
developing the staff's forecast. For monetary policy, we have assumed
growth of ¥-1A averaging 4~1/2 percent over 1930--consistent with longer—
run Alternative T 1n'the Bluebook~—and continuation of that growth on
average in 1981. TFor fiscal policy, we have assumed unified budpet
expenditures a litrle higher than In the forecast prepared for the last
meeting of the Committee. A more important change in the fiscal assump-
tion, however, is the incluslen of a tax cut beglaning Januwary 19381,

The tax cut includes income tax rate reductions for both individuals and
businesses as well as liberallzed depreciatlon allowances. Although

the accelevated depreclation portion results in only a $3 billion loss
of revenues in the initial vear, the revenue costs build over the next
few yeuars and the economic efﬁects night be viewed appropriately‘as
equivalent to an investment tax credit with first year costs of 510 bil-
lion.

Both monetary and fiscal policy are viewed as exerting a
restraining influence on the econony over the forecast horizon. The
next chart shows the behavior of the Treasury bill rate expected to be
conslstent with the monetary agpregate assumpticn and the performance of
the economy. The bill rate has plunged from its peak in the first guar-
ter, but as growth of nominal GNP picks up later this year aund especially

in 1921 interest rataes will have to rise to hold growth of ¥-1A to




4-1/2 percent. The bill rate is expected to be around 10 percent early in
1981 and rise further to the neighborhood of 11-1/2 percent late in the year,
while the Income velocity of M-1A is also rising substantially.

The next chart displays some information on the federal budget
and flscal policy. The Administraticn's wmid-vear budget figures are still
in a highly preliminary state but they seem likely to entall a deficit
somewhere batween $55-360 billion for FY 1980, or a little higher than that
in the staff forecast. For FY 1981 the Administration deficit figure
could be in the §30-335 billion range, including the impact of a $25 billion
reductlion In taxes. The much higher staff deficit is éCCOunted for princi-
pally by a weaker econowic recovery during 1981. Iven with the assuned
" tax cut In the staff forecast the budget on a high employment basis—-—the
lower-panel*—maves further into surplus. Thus dlscretionary fiscal policy
would still act as a restraining Influence, in distinct contrast to the
performance during previous recesslonary pericds.

Mr. Zeisel will continug the presentation with a discussion of

recent and prospectlve domestic economic devzlopments.



Joseph 5. Zeisel
July &, 1980

FOMC CHART SHCW

The first chart in the next section portrays the sharp-
ness of the contraction in key sectors of the economy during
recent months. As shown in the upper left hand panel, housing
activity weakened in early 1979, responding to monetary policy
constralnts, and starts turned sharply downward after last
October's wvolicy actions; they have fallen precipitously since.
The picture for retail sales-~the right hand panel--if anvthing,
looks worse. Since their peak in Januvary real retail sales have
fallen more than 10 percent, the sharpest postwar four-month drop
on record. Unit auto sales have been especially weak despite
extensive price cutting, and significant declines have been
recérded‘for sales of smaller, fuel-efficient models—-bhoth
foreign and domestic—-as well as for 1argei cars.

The bottom two panels indicate the associated produc-
tion and employment adjustments. The cut in auto output has
aboﬁt matched the decline in salés,and auto stocké have tended
to stabilize, albeit at high levels relative to sales. Overall,
however, production and employment adjustments are still being
made to past declines in final demands.

hs portrayed 1n the next chart, the stafil expects that
the contracticon in coverall output will continue to the end of this
year. We estimate that the second quarter, just past, saw GNP fall
at a near record 9% percent annual rate, and expect this to be the

sharpest contraction in this cycle. Over the second half of the



yvear the rate of decline is projected to average about 4 percent.
Asgisted by the‘tax cut, recovery 1s expected to begin carly

next year_with real GNP advancing by about 2-1/2 percent over the
four quarters of 1981.

The bottom panel compares this cycle with cother post-
war contractions. The cumulative decline from its peak in the
first guarter to the trough in the fourth is projected to total
about 4-1/4 percent, substantially more than in any postwar drop
other than 1973-75. Moreover, the recovery is anticipated to be
more slugglsh than any postwar experlence, a function partly of
comparatively tight monetary and fiscal policies.

There are several reasons for feeling that the momentum
of the decline should moderate over the next few guarters. aAs 1
‘mentiongd eaflier, avto assemblies hHave been brought fairly cloqely
into line with demand, and with the recent easing of credit condi-
tions, sales and production should pick up somewhat in the near
future.

Morecver, there are some suggastions that the contraction
in housing demand and activity may bhe close to bottoming out. The
top panels in the next chart show the sharp decline in mortgage
lending commitments and the collapse of housing demand over the
past haif vear. The recent sharp downward movement of mortgage
interegt rates, shown in the lower left panel, and the rebound in
deposit growth at thrifts that accompanied the general decline in

rates should turn housing demand and mortgage lending around.



Indeed, the top panel of the next chart illustrates clearly the
close correspondence of mortgage Joan volume, with a few months
lag, and the movement in time and savings deposits at 5&Ls, which
have turned upward.

As is illustrated in the bottom panel, we are projecting
a pickup in housing that is somewhat under the pace of past cyclical
recoveries, with activity constrained by historically high interest
rates as well as by sluggish general economic conditions. By the
end of 1981 we expect housing starts to reach a level of about 1.4
million units.

The next chart portrays the inventeory problem that has
developed in the past few months in the wake of the precipitous
drop in sales. In comparing the two top panels, it is evident
£hét inventory—salés ratioé have bégunmto take oﬁ the chéractefﬂ
istics of the late 1974 situation. However, substantial produc-—
tion of adjustments ave undexr way which should limit the extent
of my inventcry cycle. After an exceptionally large runup in
April, manufacturers' stocks grew little and wholesale stocks
declined in May, as industrial production was cut sharply further.
A declime in cutput as large or larger appears to have occurred
in June, which should prevent stocks from backing up further. As
the middle panel shows, we anticipate that business will succeed
in keeping stocks in line with sales, and as is evident in the
bottom panel, this implies an inventory runoff during the second
half of the year, with an upturn in the spring of 1981 when sales

pick up.



Although inventory investment may support growth in
1981, business fixed investment may stunt the recovery through-
out much of next year. In the next chart, the upper left hand
panel shows the drep iIn demand for business vehicles over the
past year. Typically, cancellations of short lead-time items
such as trucks are ameong the first adjustments that are made in
capital spending. The right hand ‘panel portrays new corders for
nondefense capital equipment, and indicates the developing weak-
ness in commitments for longer lead-time capital outlays. In
conjunction with the decline éince early last year in contracts
for commercial and industrial construction, these data portend
a continued downtrend in fixed capital spending over the balance
of this yeare

The outlook for 1981 is more uncertain, but as is indi-
cated in the middle panel, we are projecting a drop in capacity
utilization rates in manufacturing to a ievel not much above that
reached at tﬁe bottom of the 1975 recessién, which should réduce
the urgency for new capital formation. With profit performance
poor and nominal interest rates high, we are forecasting a decline
in real capital spending throughout 1%Bl--but one that moderates
as the effects of corporate tax cuts and accelerated depreciation
begin to take hold.

The next chart addresses the government component of
spending. As Mr. Kichline noted, fiscal policy in 19806 and 1981

remains unusually restrictive for this stage of a cycle. But we



do expect that defense spending will be accelerating. The pro-
jected rate of }isem—about 8 percent in real terms--is somewhat
abova that proposed by the adminlstration, but in line with
recent Congressional actions.

Total real government purchases--the bottom panel--are
projected to rise guite modestly, damped by continued restraint
in federal nondefense ocutlays and a general decline in real state
and local purchases as these Jjurisdictions react to downward pres-
sure on their receipts, both taxes and federal grants.

The next chart presents in the top panel the pattern of
projecfed change 1n aggregate real disposable income through 1981.
Following a sharp contraction this year as employment is cut hack,
we foresee an historically weak recovery in real income in 1981
in line with the poor performance of overall output growth. Tt
is alsc important to note that the assumed January 1 personal
-income tax cut only about offsets the bite of increased social
security taxeS'énd inflation-induced increasés in personal inéome
taxes. As the middle panel shows, the saving rate is expected to
stabilize in the 5 percent range, significantly above the unusually
low levels of the past few guarters, but well below the rates that
obtained earlier. The low saving rate projected reflects our view
that consumers will strive to maintain Jliving standards in the
face of sluggish real income growth and continued increases in

the relative price of necessities such as energy.



As the bottom panel indicates, these various factors
have led us to forecast a small growth of real censumer spending
in 1981--about 1-1/2 percent, an unusually sluggish performance
early in a recovery.

The next chart portravs the employment outlook. Job
cuts are expected to continue through vear-end, with only a small
employment increase in 1981. Nonfarm employment has alrcady
fallen by over a million since February and is proijected to fall
further by over half a millicon by year-end, with most of the cuts
in cyclically sensitive manufacturing.

lWhile we assume that labor force'growth also will slow--
as it did in the 1974-75 period--we expect a rate of increase
zbout in line witﬁ‘growth in working age population. Thus,
unemployﬁeht should continue to increase, feacﬁing about79 per;
cent in early 1981, and begin to ease off in the latter half of
nekt year.

As the néxt chart shows, we expect tﬁe rise in unemplofm
ment to make only a small dent in the rate of increase in hourly
compensation. With prices continuing to risc rapidly, we anti-
cipate only a modest easing of wage pressures, particularly in the
highly organized sectors where indexing 1is more prevalent. More-
over, any easing in wages will be offset in part by the scheduled
sharp rise in social security taxes.

We do anticipate a cyclical improvement in productivity

in 1981, shown in the middle panei; although the gain is likely




to be moderate, in line with the sluggish recovery in cutput. As
the bottom panei shows, this still leaves unit labor costs rising
at a relatively rapid 7-1/2 percent rate over 1981,

Moreover, the improvement in unit 1labor costs is likely
to do little for prices. As indicated in the top panel of the
next chart, unit labor cost increases are projected to remain
above the underlying inflation rate throuéhout most of the period.
Thus, firms may be expected to use any easing in their costs pri-
marily to improve theilr profit positions.

As the bottom panel shows, the rise in energy prices 1is
assumed to moderate significantly in 1981. Nevertheless, including
the effects of decontrol, domestic energy prices are expected to be
rising at close to a 20 percent rate over 1981. Food prices are
expected to aéce1era£e later fhis vear as.a fesult of reduced ﬁeat
Supp}ies, and in general the food situation is not projected to
contribute to reduced inflation through 1981.

Finally, the next chart shows the staff's current view
of the cutlook for overall inflation. We expect the combination
of an unusually protracted period of slack markets and a moderation
in the upward trend of energy prices to result in some easing of
the inflationary situation in 1981--but the progress will be
slight; total prices are projected to ease from a 10 percent rate
during 1980 to about 8-1/2 percent by the lattey half of 1981.

Mr. Truman will now continue with a d;§qgssiopigfwﬁbgl

international situation.




FOMC Chart Show Prezerntas
E.. Truman
July 9, 71980

The red Tine in the upper panel of the Tirst internaticonal char:
shows that the weighted average foreign exchange value of the dollar has

fluctuated witheut a discernible trend for zimost two vears. Recently, ihe

doliar has retreated to the lower end of its range of fluctuation, under
the influence of declining intevest rates on do]]ar—denomihated gssets.
feanwnile, as is shown by the black Tine, consumer prices have riscn less
Papﬁdly‘ noaverage in foreign industrial ccuntries than in the United
States. During 1979, consumer prices rose 9 percent abroad -- fourih
quarter over fourth quarter. This year we expect & rise of almosi 11
followed by a dece]eration‘to about 7-1/2 percent quring 192381. Thus, ovar

the forecast period the U.S. inflation rate will remain above the foveigr

rate, but the gap will narrow somewhat as U.S. inflation moves lowor,

The lower panel of the chart sheows the (Pl-adjusted vaiue of ths
dollar. On this measure, the doT1ar‘ rc31 exe hang: raté is also about
unchanged from two years ago, but it is up 5 percent from its Towest point
in 6ctober 1678.

Turning to fhe next chart, as is shown in the upper left-hand
panel, the average rate of increase of real GNP in fore1gn industrial countrics
is expected to have slowed after the first quarter of 1230 and to record an

increase of about 1 percent between the fourih guarter of 1979 and the fouris

[

quarter of 1980. However, the staff expects that only the United Kirgdem ar
Canada will record negative growth this year. Average growch abroad

is projected to pick up to about a Z2-percent rate next year. Thus, as

is shown by the ratio of foreign to U.S. real GNP in the lower panel,
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the United States through the end of this year. In 1981, we expect o veversz:,



The last panel on this chart shows éhe inlerest rate on thres-
month, YU.5. certiticates of deposit and a weighted average of foret
month, interbank inierest vates. 1In April the U.5. CD rate fell belos
foreign average for the first time since September 1977. HMore recenily,
intersst rates abroad hzve declined somewhat, and the differential has
navrowed marginally. Further grscual declines in averece .foreign inisr
rates are expected during the ferecast period as the rate of increass in
nominal demand slows abread.

The next chart illustrates the infiuence on U.S. trade T

oS
some of the underlying fTactors that I have just reviewed. As ig shown

ithe uppor Tefi-hand panel., the recent rapid expansion in the volume ¢F

'_

non-aaricultural exparis is expected to come to @ halt, reflectine ih
3 i g

D

stowdown in Toreign growth and the eliminelion of special Tectors. such
gold anc siiver exports, {hat boosted U.S. non-agriculiural exporis zat
end of 1979 end in early 1980. -

The lower left-hand panel shows tha decline in the value end
vo?umejbf U.S. non-6il imports during 1930 as @ consequence of the U.T.
recession.  The peak-to- LrOth decline in volume is expected to be aboud

20 peycent.

The table shows the staff's essumption that tiee ralte of incre:

in the price of imperted 011 will moderate sver the forezast pericd.  Hows

at the end of 1581 it is expected to be three times its i=vel st the end
of 1978. As is shown in the jower right-hand panel, the higher prices
pver tha next six guarters will be only partially offset by a lower voiu

of U.S. oil dmportsresulting from the response to the U.S. recession as

£37 ApEAeT LIV

iy, at oan annual rais, Iy Lns
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of the forecast period.
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The last internationsl chart sumravrizes cur projection for ihe
external sector orf the U.S. econumy. The fep penel shows that we expect a

progressive raduction in the traede deficit extending into early 198]

ot
=
[}

a movemeni into cuvrent account surplus late this vear. Hewiever, by thz en

[N

of 1981, the trade deficit is expected to increase again and the current-
account surplius te disappear.

In terms of the GNP accounts, 11}usirated in the last two parels,
real exports of goods and services are expected 1o be essentially unchanged
througdAthe end of 1981. Thus, the course of real GNP net exporte of goods
and services, depicted in the bottom panel by the red line, vervlects mai
projected cyclical movemenis in veal imports of goeods and services

Finatly, afthough the doilar's recent weakness may wcil not have ol
itself out, we expect the &verdg@ foreign exchange value of the dollar i
somewhat higher a year from now than it has been recently. The strengihening
of the dollar shou]d be supported by rising interest rates on dollar-
denominated assels at a time when foreign interest rates are expected io
be dec1iniﬁ§. The expecicd move of our current account into surplus

nflation

w—rly

ative

ﬁ)

should also provide support for the doilar, while r
developments should continue to be adverse.

Mr. Kichline will now complete our presentatisn,.



JAMES L. KICHLINE
July 8, 1830

FOMC CHART SHOVU--CONCLUSION

The first chart In the final sectlon of vour packet shows the
volume of funds ratised by domestic nonfinancial sectors. Total funds
raised thils year are projected to decline appreciably from the peak
reached in 1979 and te rise next vear as economle activity recovers
The drop In borrowing thls vear Is attriburable solely to a‘fall in
fundg raised by the wvrivate sector and, in lact, can be traced malnly
to developments last quarter when both business and houschold borrowing
plunged. Federal flnancing requircments In 1980 and 1981 are projected
to -be conslderably above thoge of last year, reflecting the larger bud-
get deficit In prospect. In the bottom panel, funds ralsed relative to
GHY are projected to exhibit a swing during the forecast horlizon that s
éharacter!stic of past perlods of fecession and recovery.

However, there are a nunber of financial aépects of the forecast
that appear to'Ee quite different from past cyclical perfornance. In the
éorporate sector, for exnmple——the-ncxt chart~-—capltal expenditures remaln
well above gross internal funds which keeps the financiag gap slzable. The
forecast Joes not contain a massive loventory runoff nor a collapse of fixed
investment spendlng in nominal terms which would take sowe pressure off cor-
porate financial positions. At the same tlme the improvement in profits
nexy year Lls constrained by weak markets and continued pressure oun profit

marging.



The lower panels indicate thatc firns probably will need to tap
short~term margets for an appreclable volume of Funds in 1980 and 1981,
Even though firms generally would seem to be desirous of strengtlienlng
their balance sheet structures, the size of Financing neoeds will 1imit
the extent to which such restructuring will occur. Moreover, glven
the monetary policy assumption and the economic outlook, Interest rates
are llkely to be risinp late this year and in 1981 which may ciuse gome

hesitance to move Ints loag-Lerm markers

Thus, as shown in the top lafcg panel of the next chart,
corporate liquidity positions are Likely to remaln fairly tight and to
éxhibit much less improvemént than during the 1975 cyclical upturn in
activity. Tn the householé sector, the right-hand panel, financial
positlons are expected to strenpthen as supgested by o decline in debt
outstanding relarive ro diépdsable income. Even 50, by the end of-l981:
this ratio would still be higher than anytime prior to the runup over
recent years., At.financial Institutions the botton renels, a process
of addinpg to Liguid assers and reducing borrowing is under way. TJgr
rlsing Interest rates and strenpthened loan demands next year are aeupected
to be assoclared with an abatement of thils process, and banks and thrife
institutions are likely to he once agaln reaching for borrowed funds in
coatrast to recovery periods of past cveles,

The developments in financial markets are a reflection of the

policy assumptions and the cconomic environment. The next chart shows

selected wmeasures of GNP, prices, the unemployment rate, and interegt

rates through 1983 assuming a rtax cot nexr vear and withour a tax cut.



The ecenometric model was uscd to extend the Judgmental forecast uand ro

derive the impa&t of the tax ent.  In 1981, nominal GNP--the top panel--
is projected to vise considerably [aster Lhon during lY80--wich or wilh-
out a tax cut. The tox cut is projecred to increase growth of real (NP

nearly 1-1/2 percentage points over what it otherwise would have been in
1981, und to have virtually o impact on prices in that year.  The unemploy-
ment rate in the fourrh quarrer of 1951 iy projected to be about 1/2 per-

centage point below the no tax cut Forecasl. However. in both forecasrs

the federal funds rate-—~the hottom panci--is projected Lo rise next year

if money growth is to be held to the assumed 4-1/7 percent rate.  In sub-
s€quent years the tax cur effects appedar Iin prices while higher interest
rates have their effvces din crowding out private exponditures, thereby
éonstrninjng growth of real CONP.

The last chart in Lhé ﬁackagc compares thc-stnff nn& adminiétréf
tion economic ferecasts., These forecasts assume a tax cut, although it

is not clear what makes up the $25 billion cut in the administration fore-

cast. In both 1880 and 1881 the staff is forecasting less rapid erowth of
nominal GNP than the administracion.  The staff's foroeast entadls o
lavger decline In reat GNP this year and o weaker

recovery next, and ig

somewhat more optimiscic on prices. The staff's foreense of unenployment
is higher than the administrarion in hoth 1980 and 1987. Finally, 4t
might be noted that the administration lorocast does not invelve an

explicit assumption of growth in a monctary agpregare.  However, the

=)

Treasury bill rate in the final quarter of 1981 is 9-1/2 percent, about

I

2 percentage points less than in the sraff forecast.





